
RUSSIA AIMING HIGH

2006 was an eventful year for the Russian economy.  Firstly, statistics published in August by the oil cartel OPEC showed that, in addition to laying 
claim to the position of the world’s No. 1 producer and exporter of natural gas, Russia has now overtaken Saudi Arabia to become the world’s largest 
oil producer as well. Just over a month earlier Russia reached another milestone when, the very next day after making early repayment of the remaining 
$22.3 billion of its Paris Club Soviet-era debt, the Russian government removed all capital transfer restrictions and made the Russian Ruble fully 
convertible. Last month, Russia overtook South Korea and Taiwan to climb to the world’s No. 3 holder of foreign reserves behind China and Japan.  
Finally, Russia is expected to join the World Trade Organisation shortly, having signed a bilateral agreement with the United States on Russian entry 
to the 149-nation body at the APEC meeting in Hanoi on November 19.

Clearly, things are happening here, so is the Russian equity market worth a look today for investors, or is there a risk of another 1998-style meltdown 
ahead?

The answer is that while certain risks and challenges remain, such as the country’s vulnerability to price fluctuations in commodities (mainly gas and 
oil), corruption - Russia still ranks 126th out of 159 nations in the global corruption index published each year by Transparency International – and a 
large and unwieldy bureaucracy, Russia has clearly made some fundamental improvements. 

Meanwhile, the Russian stock market is still reasonably priced at an average Price/Earnings ratio of 10 (despite the fact that the index has already 
moved up dramatically from the 1998 levels), which is why it is an area that we regard as a better buy than the United States or Western Europe, and 
why we therefore recommend some long-term Russian equity exposure as an add-on to our core holdings in Asia.

It is quite obvious that since President Vladimir Putin took office in 2000 the Russian economy has stabilised and rapidly turned to the better. For 
example, reforms were introduced to rationalise the Russian tax system, starting in January 2001 with the introduction of a flat rate of personal income 
tax of 13%, followed by a reduction in the corporate tax rate from 35% to 24% in 2002, a cut in value-added tax (VAT) from 20% to 18% and the 
abolishment of 5% regional sales taxes. It should be noted that these developments are quite contrary to the trend in the major Western European 
nations, where taxes are steadily increasing. Furthermore, Russian public debt has been reduced to 13% of GDP, one of the lowest in the world compared 
with public debts of 158% of GDP in Japan, 67% in Germany, 65% percent in the United States and 24% in China.

Moreover, over the same period the average monthly Russian wage has quadrupled, which is good news for consumer spending. Although with rising 
prosperity consumer credit in Russia has also risen sharply, from almost zero a few years ago to around $40billion today, at barely 5% per cent of 
GDP this figure is still only one-tenth of Western European levels.

Russia has also realised that sustainable prosperity will depend on a diversification of its economy.  Therefore in 2005, out of $121 billion invested 
in “fixed capital” only $8.7 billion went into the oil and gas sector, while the remainder was invested in the development of Russia’s manufacturing, 
transport, agriculture, and communications sectors. The nuclear power industry is one of the specialty sectors in which Russia places particular hope. 
To date Russia has exported 30 nuclear reactors and fruitful diplomacy with major Asian nations such as China, where two Russian-built advanced 
nuclear power plants are currently under construction at Tianwan, are opening promising business opportunities.  Russia is the first country to construct 
floating nuclear power plants that can be used both for power generation and water desalination, and scientists are racing to embrace the next frontier 
in the nuclear industry: the jump from fission to fusion, which is said to have the potential to resolve the world’s energy and environmental problems. 
 To this end Nikolai Sevastyanov, head of the Energiya Russian Space Company, earlier this year outlined an ambitious plan, publicly supported by 
President Putin, to mine helium-3 – a key ingredient in nuclear fusion which is rare on earth - on the moon.
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2007 FORECAST AND INVESTMENT STRATEGY 

Our clients have enjoyed another good year in 2006, particularly from our focus on Chinese and developing market equities and our underweight exposure to US 
dollar based assets. Our hedge fund portfolios are on track to deliver double-digit returns for the year, with some as high as 30%. Commodities have also performed 
well, although this year we have been more selective and made use of active commodity managers. Recently our investments in agricultural commodities have 
paid off, and we are looking forward to the Christmas and Chinese New Year period, which has traditionally been very good for gold and precious metals prices.

At our forums in January 2007, Mr Martin Hennecke and Mr Stephen Gollop of Bridgewater will be discussing our investment strategy, identifying the best 
opportunities and the areas to avoid in 2007. 

PLEASE BOOK YOUR PLACE by e-mailing us at forum@bridge-water.com, or by calling us on 2525 3639, or by faxing a copy of this page, with your details 
below, to our office on 2525 3679. All information received by us will be treated as private and confidential. 

Please register me for your Investment Forum on (please tick):

RUSSIAN TRADING SYSTEM (“RTS”) STOCK INDEX – Many of our investors have enjoyed outstanding returns from investments in 
Russia, either through Eastern European equity funds, which are generally at least 50% invested in Russia, or through very popular BRIC 
equity funds, which allocate to Brazil, Russia, India and China.

The risks of investing in Russia were highlighted by the infamous Yukos affair of 2004.  Once the largest private oil company in Russia, 
Yukos was charged with tax evasion in what appeared to be a politically motivated attack.  Yukos’ assets were auctioned off, its C.E.O sent 
to a Siberian prison and the company was recently declared bankrupt.  Shareholders in Yukos have lost most of their investment. One cannot 
escape the spectre of Government involvement in corporate Russia, particularly in its oil and gas sector which has been dubbed “Kremlin 
Incorporated” by opposition politicians.

Despite the market plunge triggered by the Yukos affair in early 2004, the RTS index came storming back in 2005 as the oil price surged in 
the wake of Hurricane Katrina in the US.  After another plunge earlier this year, the RTS has recovered to post another all-time high, which 
is interesting given the weakness in the oil price.  

Russia, like many emerging markets, is benefiting from structural improvements which lead to “multiple expansion” – that is, higher price / 
earnings ratios for stocks as investors apply less of a discount for the perceived political, inflationary and currency risks of those markets. 
Although the gap has narrowed in recent years, emerging market equities still trade at a 20% discount to developed markets, based on price / 
earnings multiples.  Based on strong earnings growth and improving valuations, we expect that emerging markets will continue to outperform 
developed markets in 2007.
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APPEAL COURT DECISION IS A VICTORY FOR COMMON SENSE.

The High Court recently heard an appeal by a local adviser against an earlier ruling of the Securities and Futures Commission. The case concerned 
an investment strategy that the adviser recommended to a client which subsequently performed very poorly and resulted in substantial losses. The 
adviser’s appeal was based on a fundamental belief that brokers cannot be held responsible for investments which do not perform.

To provide advice this must hold true because few investments outside of cash have a guarantee of growth.  One could even argue that holding cash 
creates losses during certain periods if it fails to grow faster than the rate of inflation. If brokers are to advise on stocks for example, they must be 
free of litigation if those stocks fall in value otherwise no one would provide advice on such assets. Think of the litigation frenzy which would have 
occurred when the Tech Bubble burst!

However, it was ultimately not the fact that the investment lost money which went against the adviser, but the manner in which he provided the advice. 
 Our view is that this decision was based on common sense and it clarified the need for an adviser to provide advice in utmost good faith and in a 
manner which one would expect from a professional.  Two key issues were raised in the judgement which we wholeheartedly agree with.

Firstly, if a client does not divulge full details of their financial position, the adviser cannot make any assumptions as to what the real position might 
be. This is often tricky, because many clients want to invest but at the same time they divulge very little. 

Secondly, it is now quite clear that the adviser has a duty to ensure that the client has a full understanding of the risks and potential losses that might 
occur. This applies whether full information is disclosed or not, and just following the standard industry minimum guidelines is not acceptable.

From our point of view this case has lessons for both sides, however the key one for us prompts a request from you. If you want to obtain advice 
from a Financial Adviser, please provide full details of your financial position. That way the adviser will have the best possible chance of avoiding 
investments which would not be appropriate for you and almost certainly the adviser can identify other areas where some level of action would be to 
your advantage.

Whilst we may cover ourselves with full risk disclosure, we would not be happy if a client was not provided with the best possible advice or if their 
future security was affected by an unsuitable investment.  Our aim is to serve you as best as we possibly can, so help us to help you and take the time 
out of your busy schedule to have a meaningful meeting. We want to start a lifetime relationship and that can only be achieved if firm foundations 
are established from the very beginning.
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